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MVEMORANDUM OPI NI ON

PAJAK, Special Trial Judge: These cases have been

consolidated for trial, briefing, and opinion. Unless otherw se
i ndi cated, section references are to the Internal Revenue Code in

effect for the years in issue.



Respondent determ ned the follow ng deficiencies in Federal

i ncone taxes and penalties:

Defi ci ency 6662(a) Penalty

Frank J. &
Ann M Feraco

1993 $5, 880 $1, 176

1994 3,822 764
Thomas M  Feraco

1993 $2, 226 $445

1994 2, 058 412

This Court nust decide: (1) Wether petitioners' pro rata
shares of incone and loss fromtheir S corporation nust be taken
into account in conputing their taxable income for 1993 and 1994;
specifically: Wether Frank J. and Ann M Feraco's incone should
be increased by $21,006 in 1993 and by $14, 218 in 1994; whet her
the incone of Thonas M Feraco (Thonmas) shoul d be reduced by
$10,695 in 1993 and $8,091 in 1994; and whether petitioners’
casualty loss in 1994 should be adjusted; (2) whether Thomas had
capital gain income of $15,714 and $15,040 fromdistributions in
excess of his basis in the S corporation during 1993 and 1994,
respectively; (3) whether Thomas had additi onal unreported incone
of $1,700 in 1993; (4) whether Thonmas is entitled to claim
Schedul e C expenses of $3,546 for 1993; (5) whether Thomas is
liable for self-enploynent tax for 1993 and is entitled to the
correspondi ng deduction; (6) whether petitioners are entitled to
a reduction in their 1994 distributive incone resulting from an

anmended return filed by the S corporation; and (7) whether
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petitioners are liable for the accuracy-related penalties for
1993 and 1994.

Sone of the facts have been stipulated and are so found.
Petitioners resided in Marietta, Georgia, at the tine they filed
their petitions. For clarity, we have conbi ned our findings of
fact and opi nion.

Petitioner Frank J. Feraco (Frank) and his son, Thonas,
organi zed Sout hern Auto Brokers, Inc. (Southern Auto), a used car
deal ership, in 1992, as a result of Frank’s desire to help his
son earn sone noney and have a business. Southern Auto was
organi zed as an S corporation. The Articles of Incorporation
aut hori zed Southern Auto to issue 100, 000 shares of conmmon st ock.
Ten shares were issued to Frank and Ann M Feraco on June 1
1992. (Consistent with the presentations of the parties and for
sinplicity, we refer to the owner of these shares as Frank.) Ten
shares al so were issued to Thomas on June 1, 1992. Prior to the
i ncorporation of Southern Auto, Frank and Thomas deci ded that
fundi ng would conme from Frank as an interest free “loan” and
woul d be paid back when the business was capable of running on
its own or at the dissolution of the business.

On August 24, 1993, a neeting was held and the sharehol ders
agreed to appoint Bob Butler (Bob) to the Board of Directors and

make him Vice President of Southern Auto. The M nutes stated:



It was al so agreed to issue 10 shares of commpbn stock at

a par value of $.001 per share to Bob Butler effective

Septenber 1, 1993. This would result in a three way

ownership of the three stockhol ders each owming a third

of the business. Al so Bob Butler would | oan over tine,

$25,000 interest free to the business. For the

remai nder of 1993 Bob woul d share any Profit/Loss on a

pro rata basis (One Third).

No stock certificate was issued to Bob. Bob “l oaned”

Sout hern Auto $10, 000, but did not “loan” the remaining $15, 000
to Sout hern Auto.

Frank believed that initially Bob was able to handl e the
responsibilities that he had at Southern Auto. However, within a
year Bob’'s performance becane unsati sfactory. Anong ot her
things, Bob often failed to | ock up the building, did sloppy
paperwor k, and neglected to conply with sales requirenents and
keep records. Bob’s perfornmance never inproved.

On January 9 and 10, 1995, Frank and Thonmas, and Bob,
respectively, signed a Term nation of Stock Purchase and/or Stock
Option Agreenent between Southern Auto and Bob. None of Southern
Aut o' s enpl oyees signed such an agreenent. The agreenent states
in relevant part:

VWHEREAS, on or about August 24, 1993, the Corporation

and Butler entered into an agreenent in the nature of a

st ock purchase and/or stock option agreenent ("Stock

Purchase Agreenent") by which Butler was to receive ten

shares of common stock (one-third of the total thirty shares

of common stock) of Corporation and, in consideration
thereof, was to nmake an interest-free loan to the

Cor poration, over tinme, in the amunt of Twenty-Five
Thousand Dol | ars ($25,000.00); and * * *



Aut o,

VWHEREAS, Butler has, to date, |oaned only a portion of
the total | oan commtnent, that portion | oaned being Ten
Thousand Dol | ars ($10, 000. 00); and

VWHEREAS, Butl er has not been given any certificates of
stock and, in fact, no transfer of stock to Butler has
occurred; and * * *

WHEREAS, the Corporation and Butler believe that it is
in the best interest of the Corporation and Butler to
termnate said Stock Purchase Agreenent effective
i mredi at el y;

NOW THEREFORE, I T | S AGREED AS FOLLOAS:
1. TERM NATI ON DATE: The aforementi oned Stock

Purchase Agreenent is hereby term nated effective
i mredi atel y.

2. RELI NQUI SHVENT OF | NTEREST: For val uabl e
consideration, the receipt of which is hereby acknow edged,
But |l er hereby assigns, transfers, and conveys to the
Corporation all of his right, title, or interest in said
Corporation, along wwth all of his right or option to
purchase or receive common stock of the Corporation

3. REFUND OF STOCK PURCHASE PRI CE: In consideration
wher eof , the Corporation shall contenporaneously refund to
Butler, the receipt of which is hereby acknow edged t hat
portion of his loan to the Corporation which has been
received by the Corporation to date, in the anmount of Ten
Thousand Dol | ars ($10,000.00) with no interest to be paid;
and will pay all conm ssions due and owing to Butler for the
mont h of Decenber of 1994.

As set forth in the August 24, 1993, M nutes of Southern

prior to the termnation of the stock purchase agreenent,

Frank, Thomas, and Bob, were to share any profit or |oss of

Sout hern Auto on a pro rata basis, one-third each.

At trial, Frank clainmed this agreenent to share profits

meant they shared the gross profit on the cars, one-third each as
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comm ssion. The gross profit fromthe cars was all egedly

determ ned after the expenses attributable to the cars were paid,
whi ch included comm ssions paid to sal espersons, but before
paynent of expenses such as buil di ng expenses, rent, and sal aries
of the admnistrative staff. Frank further testified that after
all expenses of the business were paid, the net profit would be
split by the shareholders. At trial, Frank clained the

sharehol ders in 1993 and 1994 were Thomas and hi nsel f.

The testinony regarding the conputation of the anpbunts paid
to Frank, Thomas, and Bob, the anobunts that should have been paid
to each, and the nunber of sharehol ders was not consistent with
the witten docunentation. Further, Frank’s claimthat the three
men split the gross profits fromthe sale of cars is questionable
because Southern Auto’s sole source of inconme was the sale of
cars and if all car profits were divided there would be not hing
left to pay the building and other adm nistrative expenses.

In practice, Frank usually would not take his share because
of Southern Auto's cash-flow problens. He believed that Thomas
and Bob shoul d take the noney because they had no ot her source of
incone to support their famlies. Apparently, Thomas and Bob
t ook noney fromthe business as they needed it.

On Southern Auto's 1993 and 1994 tax returns, which were
si gned under penalty of perjury, Frank, Thonas, and Bob were

listed as shareholders, with their shares of inconme, credits, and



deductions shown, on Schedul es K-1, Sharehol der’s Share of

I nconme, Credits, Deductions, etc. Thomas Doran (Doran), a

C.P. A, prepared Southern Auto's tax returns for 1993 and 1994.
Doran said that the owners of Southern Auto provided the
information as to the percentages of stock ownership on the
Schedul es K-1. Frank based the percentages on the doll ar anmounts
that each individual actually had been paid. According to an
undated nmeno to the file signed by Frank, Thomas, and Bob, “the
corporation profits would be dispersed to the sharehol ders (Tom
Bob, and [ Frank]) based upon the actual dollars received as a
percentage of the total.” This nmethod of allocation was
presented to two accountants, at |east one of whomwas a
Certified Public Accountant, who told petitioners it was
acceptable to allocate the profit based on dollars received as a
percentage of the total dollars distributed.

According to Southern Auto's records, cash distributions to
Frank, Thomas, and Bob total ed $82,668 in 1993. Southern Auto's
di stributive ordinary inconme as reported on the 1993 return was
$57,638. According to Southern Auto's records, cash
di stributions to Frank, Thomas, and Bob total ed $135,529 in 1994.
Sout hern Auto's distributive ordinary income as reported on the
1994 return was $140, 310.

The breakdown of the recorded cash distributions is set

forth under the heading of cash withdrawals. The percentage
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derived fromdistributions received over total distributions is
set forth under the heading of percentages. The anobunts reported
on the Schedules K-1 (based on a nmultiplication of the
percentages tinmes net earnings) are set forth under the headi ng
of incone reported. The incone reported was reported on

petitioners’ individual inconme tax returns.

1993
Frank Thomas Bob Totals
Cash wi t hdrawal s $6, 000 $52, 386 $24, 282 $82, 668
Per cent ages 8. 0% 63. 0% 29. 0% 100%
| ncone reported $4, 611 $36, 312 $16, 715 $57, 638
1994
Frank Thomas Bob Totals
Cash wi t hdrawal s $29, 000 $54, 341 $52, 188 $135, 529
Per cent ages 23. 2% 39. 1% 37. 7% 100. 0%
| ncone reported $32, 552 $54, 861 $52, 897 $140, 310

Sout hern Auto had a casualty | oss of $5,594 in 1994, which
petitioners again divided based on the percentages of actual

di stributions they received.



Respondent’ s position is that the division of

i ncone shoul d

be based on each individual's pro rata share of stock with the

result that

as foll ows:

Omner :

% share
Jan. - Aug.

1/ 3 share
Sept . - Dec.

| ncone

Less i ncone

reported

| ncr ease/
decr ease

Omner :

1/ 3 share
Jan. - Dec.

| ncone

Less i ncone

reported

| ncr ease/
decr ease

incone is increased or decreased in rounded nunbers

Fr ank

full year
$19, 213

6,404

$25, 617

(4,611)

$21, 006

Fr ank

full year

$46, 770

$46, 770

(32,552)

$14, 218

1993

Thonas

full year

$19, 213

6,404

$25, 617

36, 312

($10, 695)
1994

Thonas

full year

$46, 770

$46, 770

(54,861)

($8,091)

Bob

as of 9/1/93

6,404

$ 6,404

Bob

full year

$46, 770

$46, 770

Total

$38, 425*

19, 213
$57, 638
*$1. 00
di fference

due to
roundi ng

Total

$140, 310

$140, 310
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For 1994, Frank reported a casualty |loss of $1,298 and
Thomas reported a casualty | oss of $2,187. |In the notices of
deficiency, respondent determ ned that the casualty | osses were
to be adj usted.

Sout hern Auto filed an anmended return for 1994 restating the
gross receipts. Doran, who prepared the return, believed the
1994 gross recei pts had been overstated. A statenent attached to
the amended return clains that “as a result of a prior year IRS
exam nation; A/R of $20,180 were included in 1993 incone.
Subsequently, the actual collection of the sane $20, 180 occurred
in 1994 and was erroneously included in line 1 of gross sales.”
We observe that both the original return and the anended return
were reported on the nodi fied accrual basis. Based on anmended
Schedul es K-1 from Sout hern Auto, petitioners filed anended
returns and clains for refunds. Respondent rejected petitioners’
clainms for refund.

Respondent determ ned that Thomas received $15, 714 and
$15, 040 of capital gain incone as the result of distributions
from Sout hern Auto in excess of his basis during 1993 and 1994,
respectively.

Respondent al so determ ned that in 1993 Thomas had $1, 700 of
unreported Schedul e C i ncone based on a bank deposits anal ysis.
In 1993, Thomas was goi ng through a divorce. He had six

di fferent checking accounts, and his wife was “bounci ng” checks,
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so he covered checks by noving noney from one account to another.
He cl ained the $1, 700 could have been a result of the transfers,
but he did not identify any such transfer.

Respondent al so disal |l owed $3, 546 of expenses cl ai ned on
Thomas' Schedule Cin 1993. Thomas testified that he incurred
t hese expenses on behal f of Southern Auto. He occasionally would
use his own noney to have cars washed and to buy gas and parts
for cars. Thomas did not ask to be rei mbursed because he knew
t hat Sout hern Auto had cash-fl ow probl ens.

Based on the additional Schedule C incone of $1,700 and the
di sal | onance of $3,546 of Schedul e C expenses, respondent al so
determ ned that Thomas’ sel f-enploynent tax should be increased
by $741 and that he was entitled to an additional self-enploynment
tax deduction of $371.

Section 61 defines gross incone as all inconme from whatever
source derived. Wth respect to an S corporation, section
1366(a) provides that in determ ning a shareholder's tax
l[tability, there shall be taken into account the sharehol der's
pro rata share of the corporation's itens of incone and
deduction. A shareholder's pro rata share of any itemfor any
taxabl e year is the sumof the anbunts determ ned by assigning an
equal portion of such itemto each day of the taxable year, and
then by dividing that portion pro rata anong the shares

out standi ng on such day. Sec. 1377(a)(1).
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To determ ne whether a taxpayer is a shareholder of a
corporation for Federal incone tax purposes, courts |look to
beneficial ownership, and not nerely to legal title. Pahl v.

Comm ssioner, T.C Meno. 1996-176, affd. 150 F.3d 1124 (9th G

1998). Because courts cannot successfully conjecture as to the
subj ective intent of the parties when determ ning who had
beneficial ownership, the courts nmust rely on the objective

evi dence of intent provided by the parties' overt acts. Pacific

Coast Music Jobbers, Inc. v. Commi ssioner, 55 T.C. 866, 874

(1971), affd. 457 F.2d 1165 (5th Cr. 1972). A taxpayer can own
an interest in a corporation wthout holding any physical

evi dence thereof. Richardson v. Shaw, 209 U S. 365 (1908);

Bonsall v. Conm ssioner, 317 F.2d 61, 63 (2d Gr. 1963), affg.

T.C. Meno. 1962-151.

Based on the facts of these cases, we find that Bob had
beneficial ownership in and was a sharehol der of Southern Auto.
The August 24, 1993, M nutes of Southern Auto state that "It was
al so agreed to issue 10 shares of conmmon stock at a par val ue of
$. 001 per share to Bob Butler effective Septenmber 1, 1993."
Contrary to petitioners' argunent, the agreenment was not an
option to purchase stock in the future. The stock was to be
i ssued on Septenber 1, 1993. Bob also agreed to "l oan over tine,
$25,000 interest free to the business.” However, the "loan" of

$25, 000 was not a precondition before Bob becane a sharehol der.
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Rather, it was an entirely separate event. Mreover, there was
no specific tinme in which he was supposed to | end the noney.

Bob was |isted as a sharehol der of Southern Auto on the
Schedul es K-1 in 1993 and 1994. These Schedules K-1 were
attached to the Forns 1120S, U.S. Inconme Tax Return for an S
Cor poration, which were signed under penalties of perjury by
Frank. Because there was no objection to such Schedul es K-1 by
Thomas, we find these Schedul es K-1 showed that both Frank and
Thomas bel i eved Bob was a sharehol der and treated hi mas such.
Bob perfornmed different duties than did the sal espeopl e.
Petitioners argued that Frank, Thomas, and Bob received
"conm ssions", but Frank never sold any cars and the three of
them took "comm ssions” on all of the sales by the sal espeople.
Such sharing of earnings is typical of owners, not fellow
enpl oyees. Bob's position as Vice President and his appoi nt nent
to the Board of Directors are nore typical of an owner than of an

enpl oyee. Cf. Pahl v. Conm ssioner, supra.

Petitioners stress that stock was never issued to Bob.
However, as stated above, beneficial ownership, not legal title,

is controlling. Pahl v. Conm ssioner, supra. Although Federal

tax law controls, we note that under Georgia |law, shares of stock
need not be represented by certificates under section 14-2-626 of
the Oficial Code of Georgia Annotated. Ga. Code Ann. sec. 14-2-

625(a) (1999). Here, there were enough shares of stock of
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Sout hern Auto to be issued to Bob, and the board of directors
aut hori zed the 10 shares of common stock to be issued on a
specific date. After August 24, 1993, and until term nation of
t he stock purchase agreenent, Bob was consistently treated as if
he were a sharehol der

The term nation agreenent states that Bob was never a
sharehol der, but this after-the-fact agreenent, when wei ghed
agai nst the other facts in these cases, is not persuasive. The
agreenent states that it is a “Stock Purchase Agreenent” and a
nunber of references are made to the term “stock purchase” in the
agreenent. The agreenent also states that Bob gave up all of his
right, title, or interest in Southern Auto. This statenent would
be unnecessary if Bob were working solely for comm ssion and had
no ownership interest. W believe this is an acknow edgnent t hat
Bob was nore than just an enpl oyee. Petitioners never had any of
t heir enpl oyees sign such a contract.

Bob was treated as a sharehol der, and he received the
benefits of being a shareholder. W find he was a shareholder in
Sout hern Auto for the last third of 1993 and for all of 1994.
Under section 1366(a), Southern Auto's itens of incone,
deduction, and |oss nmust be divided pro rata anong Frank, Thonas,
and Bob as prescribed by section 1377(a)(1). Petitioners do not
contest respondent's cal culations. Accordingly, we sustain

respondent's determnations as to the reallocation of Southern
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Auto's incone in 1993 and 1994 and the casualty loss in 1994.
Thus, we hold that Frank’s inconme is increased by $21, 006
and $14,218 in 1993 and 1994, respectively, and his casualty | oss
is increased by $567 in 1994. Thomas’ inconme is reduced by
$10, 695 and $8,091 in 1993 and 1994, respectively, and his
casualty | oss shoul d have been reduced by $322 in 1994. However,
W th respect to Thomas' casualty | oss, respondent in the
appl i cable notice of deficiency erroneously concluded that
Thomas’ “taxabl e incone is decrease [sic] by $1,865", and
conpounded the error by subtracting the $1,865 fromtaxable
i ncome instead of reducing his casualty |loss from $2,187 to
$1, 865 and thereby increasing taxable income by $322. 1In the
trial nmenorandum respondent first states Thomas' casualty | oss
shoul d be reduced by $1,865 and then states his loss is $1, 865.
On brief, respondent states the adjustnent should be “($1, 865)",
then states the | oss should be increased by $1, 865, and then
states his loss is $1,865. Respondent is obviously confused with
respect to this adjustnent. In any event, we do not believe
respondent has standing to raise this issue for the first tinme in

a nmenorandum or on brief. Nash v. Conmi ssioner, 31 T.C. 569, 574

(1958). Respondent did not anend the answer to increase the
deficiency over that determned in the notice of deficiency.
Accordingly, we sustain respondent’s determ nation on this issue

as set forth in the notice of deficiency.
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Respondent determ ned that Thomas received $15, 714 and
$15, 040 of capital gain incone as the result of distributions
from Sout hern Auto in excess of his basis during 1993 and 1994,
respectively. Thomas did not address this issue at trial, nor
did he provide any evidence that he had a basis greater than that
determ ned by respondent. Section 1368(a) provides that a
"distribution of property made by an S corporation wth respect
toits stock to which (but for this subsection) section 301(c)
woul d apply shall be treated in the manner provided in subsection
(b) or (c), whichever applies.” Southern Auto did not have any
accunul ated earnings and profits during 1993 and 1994. Section
1368(b) provides that if such a distribution is nade by an S
corporation which has no accumul ated earnings and profits, the
di stribution shall not be included in gross inconme to the extent
that it does not exceed the adjusted basis of the stock, and the
anmount of the distribution which exceeds the adjusted basis of
the stock shall be treated as gain fromthe sale or exchange of
property. 1In general, the shareholder's basis in the stock of an
S corporation is increased by the shareholder's pro rata share of
the corporation's inconme, decreased by the shareholder's pro rata
share of the corporation's |osses and deductions, and decreased
by the anmount of the distributions that are not includable in

i ncome.
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In the notices of deficiency, respondent determ ned that
Thomas received distributions from Southern Auto of $41,331 in
1993 and $59,945 in 1994. These figures are different fromthe
figures in Southern Auto’s work papers introduced into evidence
at trial. One work paper indicates that in 1993 the distribution
was $52,386 and another that it was $54,480. For 1994, the
di stribution was $54,341. On brief, respondent continues to
contend that the correct figures are $41, 331 and $59, 945.

Because petitioners did not explain or substantiate the figures
in the work papers, we base our rulings on the amobunts determ ned
by respondent.

Thomas’ basis at the beginning of 1993 was zero. His 1993
pro rata share of the corporation’s incone of $25,617 is to be
added to his basis under section 1367(a)(1)(A). The distribution
to Thomas was $41, 331, which exceeds his adjusted basis by
$15,714. The $15,714 is taxable as capital gains. Sec. 1368(b).
Thomas’ basis at the beginning of 1994 was zero. His 1994 pro
rata share of the corporation's inconme of $46,770 is to be added
to his basis. H's adjusted basis is then reduced by $1, 865 for
his pro rata share of Southern Auto's casualty loss, for a total
adj ust ed basis of $44,905. Sec. 1367(a)(2)(B). The 1994
di stribution of $59, 945 exceeds this adjusted basis by $15, 040.

The $15,040 is taxable as capital gains. Accordingly, we sustain
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respondent's determ nation that Thomas had capital gain incone
which total ed $15, 714 and $15,040 in 1993 and 1994, respectively.

Under section 6001, a taxpayer nust naintain adequate books
and records of taxable inconme. |In the absence of adequate
records, the Conmm ssioner is authorized to reconstruct a
taxpayer's income by any reasonable nmethod that clearly reflects
income. Sec. 446(b). A bank deposit is prima facie evidence of
i ncone, and the Comm ssioner does not need to prove a likely

source of that income. Estate of Mason v. Commi ssioner, 64 T.C.

651, 656-657 (1975), affd. 566 F.2d 2 (6th Gr. 1977); Smth v.

Conmi ssioner, T.C. Menp. 1993-460.

Respondent determ ned that Thomas had $1, 700 of unreported
incone in 1993 after an analysis of Thomas' bank deposits.
Thomas cl ai ned that the paynments may have been a transfer from
one of his other accounts. The burden of showi ng duplication is

on the petitioner. Estate of Mason v. Comm Ssioner, supra at

657- 659; Zarnow v. Conm ssioner, 48 T.C 213, 216 (1967). Thomas

did not provide any records to support his position.
Accordi ngly, we conclude that Thomas had $1, 700 of unreported
income in 1993. Respondent determined that this $1, 700 was
Schedule C inconme. Petitioner did not prove otherw se.
Respondent’ s determ nation i s sustained.

Section 162 provides for a deduction for all ordinary and

necessary expenses paid or incurred during the taxable year in
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carrying on a trade or business. Section 62(a)(2) allows a
deduction for expenses paid or incurred by the taxpayer, in
connection with the performance of services as an enpl oyee, under
a rei nbursenent or other expense all owance arrangenent with his
enpl oyer. Such expenses are deductible as m scel |l aneous item zed
deductions subject to the 2-percent of adjusted gross incone
floor. Sec. 67.

Respondent disal |l owed $3,546, the total anmount of expenses
claimed on Thomas' 1993 Schedul e C, because Thomas did not
establish that the expenses were for an ordi nary and necessary
busi ness purpose. The notice of deficiency stated that the
"expenses are enpl oyee busi ness expenses properly deductible as
m scel | aneous deductions on Schedul e A; however, you did not
item ze deduction[s] and the standard deduction is to your
advantage". At trial, Thomas testified that the anmpbunts were
spent for car washes, gas, and parts for the cars owned by
Sout hern Auto. These anounts properly are deducti bl e under
section 62(a)(2) as mscell aneous item zed deductions. However,
Thomas did not elect to itemze on his 1993 return. Accordingly,
we sustain respondent on this issue.

Because of the additional Schedule C inconme of $1,700 and
t he di sal |l owance of $3,546 of Schedul e C expenses for 1993,

Thomas is liable for an increase in self-enploynment tax of $741
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and an increase of his self-enploynent deduction of $371 as
determ ned by respondent for 1993.

Sout hern Auto filed an anmended 1994 Form 1120S, U.S. |ncone
Tax Return for an S Corporation, to reduce its ordinary income by
$20, 180. Based on revised Schedul es K-1 from Sout hern Aut o,
petitioners filed clains for refund. Respondent’s position is
that these clains for refund are neritless because there was no
showi ng that the $20, 180 actually was reported in nore than 1 tax
year. No evidence was presented by petitioners to prove that
fact. In other words, petitioners did not establish that the
anpunt in question was reported in nore than 1 tax year. W hold
that petitioners are not entitled to a reduction in their 1994
i ncone.

Section 6662(a) provides for an accuracy-rel ated penalty in
t he amount of 20 percent of the portion of an underpaynent of tax
attributable to, anong other things, negligence or disregard of
rules or regulations. Sec. 6662(a), (b)(1). Section 6664(c)(1)
provides that no penalty shall be inposed if it is shown that
t here was reasonabl e cause for the underpaynent and that the
t axpayer acted in good faith. The determ nation of whether a
t axpayer acted with reasonabl e cause and in good faith depends
upon the facts and circunstances. Sec. 1.6664-4(b)(1), Incone
Tax Regs. Reliance on the advice of an accountant may

denonstrate reasonabl e cause and good faith. United States v.
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Boyle, 469 U S. 241, 250-151 (1985); sec. 1.6664-4(b)(1), Incone
Tax Regs.

In this case, petitioners were conpletely inexperienced in
managi ng the financial affairs of a business and in operating
under the Subchapter S rules. The Board of Directors decided
that Southern Auto's profits should be dispersed to the
st ockhol ders (Frank, Thomas, and Bob) based upon actual dollars
received as a percentage of the total. This allocation was then
presented to two different independent accountants, at |east one
of whomwas a Certified Public Accountant, who told petitioners
that this was acceptable and that the Board could allocate the
profit as a percentage of the actual distributions. Petitioners,
pursuant to this advice, provided the accountant with the actual
all ocations of the distributions and the other financi al
informati on from Southern Auto. W find that petitioners
reasonably relied upon the advice they received. Petitioners had

reasonabl e cause and acted in good faith. W find for
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petitioners as to the penalties.
To the extent we have not addressed any of the parties
argunents, we have considered themand find themto be w t hout

merit.

Decisions will be entered

for respondent as to the

defici encies and for

petitioners as to the

penal ti es.




